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I ntroduction

International economic development remains an urgent global need. During the Millennium Summit, the
UN Secretary-General put it bluntly: “the central challenge we face today is to ensure that globalisation
becomes a positive force for all the world’ s people, instead of leaving billions of them behind in squalor”.
Since then, many countries have signed up to the Millennium Development Goals and, not surprisingly, it

became an essential component of the World Summit on Sustainable Development (WSSD).

There are a number of mechanisms that can foster international economic development. This paper
considers two of these: Official Development Assistance (ODA) and Foreign Direct Investment (FDI) and,
in each case, outlines the current situation and trends.

In the context of declining aid flows, the central question posed by this paper is whether it is possible for
developing countries to make up the difference by relying on private investment. The paper concludes that,
for most developing countries, private investment is insufficient and that one way forward may be to seek
to improve the synergies between ODA and FDI. Some modest ideas for achieving this are offered.

Official Development Assistance

1. For further information please contact Mr. Vangelis Vitalis at the OECD, 2 rue André Pascal, 75016 Paris,
tel: +33 14524 14 57; fax: +33 1 45 24 79 31, email: Vangelis.Vitalis@oecd.org. The views expressed in
this paper do not necessarily represent those of the OECD or any of its Member countries.
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In the ten years since Rio, progress has been made in improving the prospects of developing countries.”
Inequality between the developed and the developing world has gradually begun to decline. At the
beginning of the 1990s, for instance, the average real income in the countries containing the richest fifth of
the world’ s population was eighteen times more than in those countries comprising the poorest fifth. At the
close of the decade, the disparity had contracted to fourteen.

Encouraging though thisis, the statistics on human development globally still make for depressing reading.
Currently, 1.2 billion people live on less than one U.S. dollar per day and a further 1.6 billion on less than
two. More than one billion people therefore cannot meet even the most basic consumption requirements,
and some 840 million people on the planet are severely malnourished.* Nearly one billion adults are
illiterate and more than 260 million school-aged children do not attend any form of schooling. Worse till,
more than 250 million of them work as child labourers. Emphasising the link between the environment and
development, some 60 percent of the world's poorest people live in ecologically vulnerable areas.
Furthermore, nearly three million people per year die from air pollution, and more than five million die of
diarrhoeal disease caused by unsafe water supplies.

The imperative to address these kinds of development problems is frequently cast in moral terms. There
are, however, more utilitarian and self-interested reasons. The rising incidence of cross-border disease
contagion, regional instability, environmental degradation and civil gtrife are al caused or exacerbated by
poverty and have very real and direct implications for the developed world. At the same time, the tensions
generated by the deterioration of ‘ecologica services' (like access to water or fish resources) may act as a
catalyst for population displacement and may further worsen the poverty spiral. Poverty, combined with
the collapse of governance as the events of 11 September 2001 showed all too clearly, can be a catalyst for
international terrorism and other crimes such as narco-trafficking and money laundering. All of these
issues impinge on the daily lives of those in the developed world and provide a justification, not only to
help others, but also, by extension, to help themselves.

In 1969, the Pearson Commission, caled on the industriaised countries to provide 0.7 percent of their
gross nationa product as official development assistance. More recently, many developed countries re-
affirmed this target through the Millennium Development Goals.® The Zedillo Report on Financing for
Development, which prepared the ground for the Monterrey Conference on Financing for Devel opment,
concluded that the “inescapable bottom line is that much more funding is needed for official development
assistance.” In this context, the same report called on developed countries to “implement the aid target of
0.7 percent of GNP.”” Indeed, the Zedillo Report concludes that the Pearson target is one on which the 22
OECD DAC members have essentially reneged for nearly 30 years. It is hard to disagree. Only five of the
DAC membership actually achieved the Pearson target in 2000. The United States disbursed 0.1 percent of
GNP the lowest GNP/ODA ratio of any OECD DAC member. Two of the other magjor G-7 economies,
Germany and Japan, gave just 0.26 percent and 0.35 percent respectively in 1999 and 0.27 percent and
0.28 percent in 2000.% More specificaly, in 1992 the year of the Rio Summit, ODA amounted to $60.8
billion.® In 2000, the same figure was US$53.7 billion, representing afall of 7 percent in real terms.™

If every country contributed 0.7 percent of their gross national product as ODA, nearly US$160 billion
would be released.™ Certainly, if the DAC membership was prepared to pay this additional US$115 billion
in the form of ODA and meet the Pearson Commission’s targets, it might be possible, at the very least, to
pay for anumber of global public goods. This, in turn, would undoubtedly assist in what the Zedillo Report
calls the “take-off of developing countries’.* The reality is, however, that there is little prospect of even a
majority of the DAC membership meeting the Pearson commitments any time soon.



ODA Trends

A closer examination of the direction some of the funding from the larger donors is flowing indicates that
the actual recipients of significant levels of assistance are reatively limited. The top three recipients
(Israel, Russia and Egypt) of U.S. assistance in 1999, for instance, accounted for nearly one third of al US
assistance that year. The sums provided (US$1.1 billion, US$905 million and US$845 million respectively
dwarfed the contributions made to the fourth and fifth placed recipient countries, Ukraine and Bosnia-
Herzegovina, which received US$229 and US$218 million respectively.”

There are aso serious questions about the directions in which ODA flows. Currently, very little ODA
actually reaches the poorest countries. In 1999 and 2000, for instance, only 0.10 percent of the average
GNP of the 22 members of the OECD DAC actually found its way to low income countries and a mere
0.05 percent flowed to the least developed countries.™ Indeed, over the past decade, a number of DAC
members introduced assessments of aid effectiveness which concluded that ODA was working effectively
for certain countries, but not others. The consequences were significant. Many |least developed economies
suffered cuts in ODA flows of nearly 25 percent over the period and seven African countries lost more
than half of their ODA support.®> Compounding this problem has been an apparent decline in interest by
donor countries in assistance for environmenta protection and basic social services. When taken together
these two areas accounted for less than 12 percent of all ODA in 1999.%

Another question frequently raised about donors relates to the effectiveness and quality of the assistance
provided. Studies have suggested that a considerable proportion of development assistance provided by
many of the G-7 and middle-sized DAC economies acts primarily as a foreign and commercia policy
lever. Similarly, the use of export credit agencies, particularly by G-7 members, has been controversia
because of their environmental and social impacts. The allocation and quality of assistance provided by
many, if not all, of the smaller donor countries, on the other hand, is generally believed to be shaped by
concern for the development needs of recipients.’

In the context of declining aid flows of dubious development effectiveness, there are also signs that some
of the most generous countries appear to be having second thoughts. The new government in Denmark, for
instance, is making cuts to its ODA, which currently stands at over 1 percent of GNP.*®

Against this background, it is also worth noting that even existing aid flows are increasingly premised on
the establishment of effective governance and economic management by developing countries and the
emergence of, for instance, a range of effective national sectorally-based strategies (eg for health or
education).™ The stringent requirements spelt out in the recent WHO Commission on Macroeconomics and
Health, for instance, make it clear that there is nothing automatic about continued flows of development
assistance® In short, aid disbursements depend on significant policy and institutional improvements in
developing countries.

The political reality that ODA is limited and in decline has aready begun to filter into international
discussions on the subject. Notwithstanding the US and EU initiatives™ to expand ODA over time, the
Pearson target will not be met any time soon. Furthermore, the much vaunted Monterrey Financing for
Development Ministerial statement remains a relatively insipid document. It merely recognises that "a
substantial increase in ODA and other resources will be required if developing countries are to achieve the
internationally agreed development goals and objectives." Significantly, it does not endorse the Pearson
Commission targets, nor does it offer any support for UN Secretary-General Kofi Annan's call for doubling
ODA from $US50 billion to $US100 billion per year.?

The traditional response to facilitating growth in developing countries (i.e. development assistance),
particularly when it is under intense pressure, appears unlikely therefore to deliver on the scale or at the



speed that is required to improve conditions in developing countries. Conseguently, pinning international
hopes on development with an increase in taxpayers funds seems increasingly improbable. How can
governments then intervene swiftly and effectively for the better?

Foreign Direct Investment

One of the transmission mechanisms, which may help improve the dismal situation described earlier, is
private investment. Empirical research of inter-country differences in growth rates suggests that there is a
strong relationship between high investment rates and strong growth.? Furthermore, many of the most
important decisions that will affect the fate of the world's forests, oceans, freshwater, and climate — and
determine the development prospects of billions of people — are aready being made by trans-national
corporations and investors. Indeed, the OECD Guidelines for multinational enterprises (MNES)
acknowledge this precise point and support the potential for positive contributions to societies in which
MNEs operate.*

There is an enormous literature on the benefits that FDI confers on the recipient country. The main aspects
can be summarised as follows:®

» Capital: FDI brings in financial resources and these are more stable and easier to service than
commercia debt or portfolio investments.

» Sills: FDI can attract and support the transference of managerial skills and advanced technical know-
how. Improved and adaptable skills and new organisational techniques and management practices can
yield competitive benefits for developing country economies as well as help sustain employment as
economic and technological conditions change.

» Technology: Highly prized by developing economies, particularly when modern technologies are not
available in the absence of FDI. Technology can also assist in raising the efficiency with which
exigting technologies are used and may spawn the establishment of loca Research and Devel opment
facilities.

» Market access. FDI through the activities of trans-nationals can provide improved access to export
markets both for goods and services that are already produced in developing countries, helping them
switch from domestic-only production to international markets. Export expansion offers multiplier
benefits in terms of technological learning, realisation of economies of scale, competitive stimulus and
market intelligence.

» Environment: foreign companies investing in developing countries are frequently leaders in the
development of clean technologies and modern environmental management systems. They can employ
such mechanism in the developing countries in which they operate. Spillovers of technologies and
management experience and skills can enhance environmental management in local companies within
the industries where foreign investment is present

There is no doubt that FDI is sought by developing countries as a means of complementing levels of
domestic investment, as well as securing economy-wide efficiency gains through the transfer of
management know-how, technology, business practice, access to foreign markets, increased employment
opportunities, and enhanced living and environmental standards.

The raw figures are striking, particularly when set against the increasingly anaemic ODA data. At the time
of the Rio Conference in 1992, FDI flows to developing countries stood at around US$36 billion. By 1999,
this figure had more than quadrupled to nearly US$160 billion.”® Buttressing this evidence, a study of the
ASEAN-5 economies concluded that FDI played a“significant role€” in augmenting growth. Using asimple
growth-accounting framework, the analysis demonstrated that FDI directly accounted for between 4 and 20
percent of GDP growth between 1987 and 1997. Moreover, the same study noted that FDI flows were
stabilising factors during the Asian financial crisis?’ Systematic analysis undertaken by the World Bank



and UNCTAD adso indicates that the impact of FDI is, broadly speaking, positive. FDI to developing
countries is either neutral (i.e. one dollar of FDI leads to investment growth of one dollar) or of the
‘crowding in’ variety (i.e. total investment increases by more than the additional dollar of FDI).?®

FDI Trends

It is aso important to acknowledge that, while the overall FDI figures are large, a small number of
developing countries are attracting the lion’s share of investment. Seventy-five percent of all global FDI
flows go to developed countries, the remaining 25 percent is unevenly spread, with relatively little trickling
down to the least developed economies. In 1998, for instance, the entire African continent received barely
1 percent of global flows.” Indeed, in 1999, sub-Saharan African countries received nearly 65 percent of
al their net external finance from ODA.* There has aso been a tendency to favour particular countries
with FDI flows. Ten middle-income developing countries, for instance, accounted for nearly 80 percent of
all FDI received by developing countries in the past decade. China alone has swallowed up US$321 hillion
or 45 percent of al of the investment flowing to the Asian region since 1990. This has significant
implications for the wider region.*

It may also be worth reflecting on the longer historical perspective of FDI flows. In 1914, at the end of
what has been described as a ‘ previous phase of globalisation,” nearly 40 percent of western European FDI
flows found their way to Latin America, Asiaand Africa. In the 1990s, |ess than half that amount found its
way to those regions. In short, western European FDI flows were more globally oriented at the beginning
of the last century than at its close. *

In a bid to ensure a better spread of FDI flows, many developing countries have undertaken reform
programmes designed to attract ongoing and expanded external investment. The need to address potentially
long-standing structural weakness, which can effect the long-term stability of flows, is important, and the
sequencing of reforms remains critical. The experience of Argentinais salutary. Argentina opened itself to
foreign capital and received enormous inflows of direct investment — amost US$80 billion from 1991 to
2000. Foreign companies invested heavily in ail, telecommunications, and banking industries. But the
resulting economic gains were ultimately offset by long-standing weaknesses, including, chronic
government deficits, tax evasion, a weak entrepreneurial class and an uncompetitive wage structure, all of
which led to the catastrophic events of late last year.

At the other extreme are those developing countries that conscioudly strive to attract foreign investment,
but fail to do so. The Kyrgyz Republic is a case in point. It was the first CIS member to join the WTO. It
was aso the first former Soviet Republic to initiate broad-based efforts to re-vamp its bureaucracy,
implement competition and tax policies favourable to foreign investors and install policies designed to
encourage domestic savings and strengthen the loca infrastructure. This was not sufficient. FDI flows
since independence have been limited. In the absence of any natural resource wealth and the negligible and
poor consumer market, investors flocked to the neighbouring Central Asian Republics which have yet to
join the WTO and have not undertaken anywhere near the same level of reform as the Kyrgyz Republic.
Thus, less than 10 percent of total FDI flows directed at the Centra Asian region went to the Kyrgyz
Republic. Uzbekistan, Kazakhstan and Turkmenistan attracted nearly 85 percent of all FDI flows to the
region with war-torn Tagjikistan absorbing the remainder.

In sum, FDI flows can supplement domestic financia resources for development and add directly or
indirectly to domestic investment in developing countries. They bring in much needed foreign exchange
that improve a host country’s balance of payments. There is also evidence that FDI flows are generally
neutral and can ‘crowd in’ further investment. It is not surprising then that most developing countries
regard FDI as criticaly important to their national development strategies. Nevertheless, while dl
developing countries try to attract FDI, such inflows are unevenly distributed. Furthermore, despite its



rapid growth, the extent of investment in developing country markets has been insufficient to meet
demand: an egtimated 3.5 hillion people world-wide, for instance, still do not have access to basic

infrastructure services.

Box 1.%

The case of the N4 toll road between South Africaand Mozambique is
a good illustration of what can be achieved when investors and ODA
agencies work together. The N4 toll road was a significant component
of a mgor economic development initiative called the “Maputo
Corridor programme.” At the heart of the corridor was the need for a
440km strong road link connecting Maputo with Johannesburg. Both
Governments sought private capital to fund these projects. At firgt,
private financing was difficult to secure. The tendering process was
unclear, legal mechanisms were opague, land ownership questions
surrounding the road link were of concern and most importantly,
private investors doubted the effectiveness of the co-ordination efforts
of the two countries involved. To facilitate private sector interest, the
Danish Development Agency and the World Bank provided modest
funding for the requisite technical advice in designing the framework
structures required, including in particular the establishment of a bi-
national Implementation Authority which developed the most
atractive investment aternative. This has been identified as the
“central reason” behind the scheme's success. Following the
establishment of the bi-nationa commission and transparent and
reliable tendering procedures, private investors provided all of the
requisite funding for the road link and, indeed for the wider
rehabilitation of therail link between the two cities.

Against this background, it
may be possible to argue that
declining ad flows are
compensated in pat by
relatively  greater  private
investment flows as has
happened in a minority of
middle-income  developing
countries. Low-income
developing and least
developed countries, however,
have been unable to benefit
from private capital flows as
they continue to be relatively
unattractive to investors. As a
consequence, these countries
are becoming increasingly
dependent on ad, and
reductions in the provisions of
public capital flows have a
concomitantly negative effect
on these countries. Indeed, it
is worth emphasising that for
these countries an increase in
ODA funding is an urgent and
pressing need.

In short, the answer to the question posed at the beginning of this paper, whether FDI can fill the gaps
created by declining aid flows, is highly qualified. Given declining ODA funds, it becomes imperative to

improve their quality such that they can leverage and stabilise FDI flows.



Creating Syner gies Between ODA and FDI

There is an enormous literature on ways to
improve the effectiveness of FDI flows to
developing countries. One idea has been to
improve the synergies between such flows
and ODA. There is evidence that carefully
targeted development assistance may assist in
leveraging FDI flows and creating a virtuous
circle of increasing savings and investment.
Most significantly, such a situation can be
created when ODA is used to buttress or
develop ingtitutions and policiesin developing
countries. This helps create a favourable
environment  for  (domestic)  savings,
(domestic and foreign) investment and
growth. More specifically, ODA funds can be
used to support those areas considered
important to investors in determining
investment decisons. Some donor and
recipient countries have been working for
some time along these lines, though for many

Box 2.*

Land degradation is a severe problem in the Ethiopian
highlands where soil erosion has been estimated to average
42 tonnes per hectare. At the same time, this region is one
of growing significance for the country’s nascent coffee
growing sector. In 1997-98 foreign investors expressed
interest in working with local authorities in the region to
develop coffee production. The problem remained,
however, the unsustainability of land management
practices. In a bid to encourage private sector engagement,
the Norwegian and Swiss Development Agencies provided
technical assistance to help improve the sustainable
management of agriculture in the region. Additionaly,
legal assistance was provided to improve the land
registration process, a factor identified by the private
company as critical for its long-term strategy. As a direct
consequence of the technical assistance, which helped
improve the sustainability of the yield and agricultura
techniques, the company has now invested heavily in the

region. Coffee production for export began in 2000.

DAC members, practica implementation has

been relatively recent. Boxes 1 and 2 provide
practical examples of the development of synergies between FDI and ODA.

Another approach being pioneered by some donors and, in particular, the World Bank is the concept of
output-based aid. Donor countries and developing countries are increasingly interested in using this
mechanism where, inter aia, “quasi-contracts’ are established between government agencies and the
private sector to ddiver specific services. The responsibility for the delivery of such services is thus
transferred to private investors/providers. In contrast with the more traditional approaches to ODA
delivery, this mechanism begins at the outset with a definition of objectives and specifies expected
performance in terms of very clear outputs (or outcomes), rather than focussing on inputs.® The relatively
recent experience with such schemes has provided important insights into output-based approaches as a
way of improving the delivery of services, while at the same time better targeting government and donor
funds. More generally, schemes for private participation in infrastructure, aimed at mobilising private
incentives for innovation and efficiency in the delivery of services have expanded considerably with
broadly positive results. Research undertaken recently, for instance, suggests that this approach has yielded
significant welfare effects. At the same time, however, the benefits of leveraging private investment and its
effects on distribution are sensitive to the way in which contracts are conceived and the pace and extent of
market structures and policy reforms.®

When considering whether/how ODA policies might help generate FDI flows, one of the issues to consider
is: what are the main impediments the private sector perceives in host countries, which could be affected
by such judicious policies?

Judging from the World Bank’s survey of business attitudes on investment decisions® and the more recent
World Business Council on Sustainable Development paper (WBCSD)® on a similar theme, the main
issuesinclude:

»  Corporate governance (corruption, transparency);



» Socia and economic stability;

» Transparent and reliable administrative processes;

» Fair taxation and competition policies; and

*  Socio-economic issues (including human rights and security).

Mozambique is a specific example of a country which, following the conclusion of its civil war,
conscioudly focussed its reform programme on many of the issues identified in the two surveys cited
above. Working with the UK Department for International Development and the Portuguese Devel opment
Agency, Mozambique has enjoyed considerable success. There has been a six-fold increase in FDI since
1994, much of it directly attributable to the efforts made by the government to respond to the concerns of
foreign investors about governance, transparency issues and domestic macro-economic policies.®

Many other developing country governments already try to address the kinds of issues identified by the
World Bank and WBCSD through their domestic reform programmes. More specifically, many seek to
adhere to a range of codes and standards which are internationally recognised as indicators of good
practice for responsible and transparent behaviour in the financial and corporate sectors (see Annex for an
outline of the 12 Key Standards for Sound Financial Systems). The implementation of these codes can
certainly persuade investors that the environment is supportive for FDI flows, though companies continue
to have concerns about the relevance of some of these codes to implementation and practice on the
ground.” At the same time, from the perspective of developing countries, such activities require
considerable resources and technical knowledge to implement and this may be another area for ODA
Agenciesto consider supporting in abid to leverage FDI.

Conclusion

Traditiona approaches to aid and spending have often failed to yield sustained improvements in economic
development, particularly for the least developed economies. Similarly, FDI flows are too unevenly spread
to alow one to conclude that such a mechanism alone can fill the gap created by declining ODA levels.
Thus, in a world of declining aid budgets, an increasingly critical question for developing countries and
donor countries is how to leverage private financing with public resources. Internationaly, there is
increased understanding that good framework conditions can help attract and retain FDI flows. At the same
time, there is also evidence that the use of ODA in a conscioudly targeted manner to try and attract and
retain such flows may improve the efficiency and effectiveness of such forms of assistance.

The Monterey Conference on Financing for Development and the WSSD ensured that the issue of
declining ODA flows will again be at centre stage intertnationally. The central question posed by this paper
was whether it was possible to make up the difference by relying on private investment. For most
developing countries, the conclusion is that private investment flows are insufficient and synergies
between ODA and FDI need to be improved.

Against this background there are some modest, but potentially workable ways in which to help improve
the synergies between ODA and FDI:

» Information Sharing: between companies working in a developing country and the ODA agencies
considering releasing funds in support of a particular economic sector. One area of interest to ODA
agencies, for instance, may be information (shorn of its commercia sensitivity), which can give them a
better sense of the rea state of the economy (e.g. the relationship between the forma and informal
economy); and

* Formalised Dialogue: Is there scope for a formalised dialogue (as opposed to simply information

sharing) between ODA agencies and businesses? One idea might be to have this exchange occur at
regular intervals on several levels, i.e. sub-national, national, sub regional, regional etc. Such

8



discussions should involve all layers of staff involved-not ssmply at the political level, but also at the
on-the-ground working level.



ANNEX: LIST OF THE 12 KEY STANDARDS FOR SOUND FINANCIAL SYSTEMS

M acr oeconomic policy and data transpar ency

Code of Good Practices on Transparency in Monetary and Financial Policies (IMF): www.imf.org
Code of Good Practices on Fisca Transparency (IMF): www.imf.org
Special Data Dissemination Standard (SDDS)/General Data Dissemination System (GDDS): www.imf.org

Institutional and market infrastructure

Principles and Guidelines for Effective Insolvency and Creditor Rights Systems: www.worldbank.org
Principles of Corporate Governance (OECD): www.oecd.org

International Accounting Standards (IASB): www.iash.org.uk

International Standards on Auditing (IFAC): www.ifac.org

Core Principles for Systemic Important Payment Systems (CPSS): www.bis.org

The Forty Recommendations of the Financial Action Task Force on Money Laundering (FAFT):
www.oecd.org/fatf

Financial regulation and supervision

Core Principles for Effective Banking Supervision (BCBS): www.his.org
Objectives and Principles of Securities Regulation (I0OSCO): www.i0sco.org
Insurance Core Principles (IA1S): www.iaisweb.org
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